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I. INTRODUCTION
Nonperforming loans (NPLs) in Italy appear to be stabilizing at high levels. They have tripled since the beginning of the crisis and, according to national definition, stood at €360 billion (18 percent of total outstanding loans) at end-2015.
2,3 The problem is especially pronounced for so-called bad loans (sofferenze), which amount to more than half of total NPLs (Figure 1 ). Italian NPLs account for about a third of those in the entire euro area. Therefore, Italian NPLs are also of broader significance in the euro area.
A number of factors have played a role in accounting for the high NPLs. A combination of over-indebted corporates following the sharp crisis-related drop in output, banks generally low in capital buffers, a highly complex legal system of corporate restructuring and insolvency, lengthy judicial processes, and a tax system that until recently discouraged NPL write-offs have all contributed to high NPLs. And while NPLs appear to be stabilizing, their stock remains among the highest levels in the euro area and the pace of write-offs has not increased significantly. build up capital buffers ( Figure 2 ). One might also consider there are provisioning gaps. Separately, corporate debt overhang has grown substantially especially during the global financial crisis. Hence, despite the availability of ample and cheap liquidity, banks have become much more cautious in extending new credit. For riskier corporates, and SMEs in particular, bank financing has become largely unavailable-or simply too expensive to be economically reasonable in an environment of persistent low growth. Given the absence of alternative sources of corporate financing in Italy, this has constrained investment and dragged down the economic recovery. The authorities recognize the scale of the problem and have introduced several measures to deal with the NPL problem. These include improving the Italian insolvency system, fostering consolidation within the highly fragmented banking sector, and facilitating securitization and sale of NPLs. Many of these reforms, once fully implemented, are expected to yield benefits gradually over time.
This paper first provides a comprehensive analysis of the NPL problem in Italy. It investigates the distribution of NPLs by size, region, sectors, and across banks. It provides new econometric evidence on the factors that contributed to the build-up of NPLs in the past and the evolution over time of default risks of firms and banks. The paper then assesses obstacles to NPL resolution. The results suggest that the NPL problem in Italy has several specific features that need to be taken into account when devising a potential solution, including a pronounced regional dimension and concentration of NPLs in the corporate sector. The fact that NPL ratios are high, no matter the type of bank, underlines that asset quality is a general and system-wide problem. The crisis had a profound impact on the buildup of NPLs, which was exacerbated by bank-specific factors, and the prolonged recession led to higher default risks in corporate loans. The regression results demonstrate that cyclical developments are an important determinant of NPLs. The ongoing recovery in Italy may therefore help banks to reduce their stock of NPLs as suggested by the slight improvement NPL indicators as of end-2015. However, given the moderate inflation and growth outlook, banks could well struggle to grow out of their bad debt problems in a reasonable timeframe suggesting that additional measures may be needed.
The paper discusses several options to repair private sector balance sheets and support the recovery that acknowledge the strong interlinkages between Italian bank and corporate balance sheets. A potential solution needs to involve a broad-based clean up of bank balance sheets, decisive corporate restructuring, and the exit of unviable firms from the market. Elements of this strategy include economic, supervisory, and legal measures. To align incentives, long-standing problems in the corporate governance of Italian banks also need to be addressed.
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The paper complements and builds on the existing literature on NPLs in Italy. Jassaud and Kang (2015) is the paper most closely related to ours. It discusses the impediments to NPL resolution in Italy and outlines a strategy for fostering a market for restructuring distressed assets. Differently from that work, the present paper provides a detailed analysis of the nature of the problem, including through an analysis of NPLs by type of bank and a dynamic panel regression to examine factors contributing to their buildup, and state space models to illustrate how the influence of risk drivers has been changing over time. Our proposed strategy is more comprehensive in that it includes a detailed analysis of the insolvency system and reform options. For a number of European countries, including Italy, Aiyar and others (2015) also examine the scale and distribution of the NPL backlog, analyzing macroeconomic consequences of impaired bank balance sheets and institutional obstacles, and outline a comprehensive solution strategy. In contrast to this work, which takes a more European perspective, the present paper is able to provide a tailored, countryspecific strategy for Italy. Moreover, the paper goes into significantly more detail on legal and economic measures suitable for Italy to stimulate NPL resolution.
The remainder of the paper is structured as follows: Section II presents the nature of the problem, factors behind the buildup of NPLs, and a number of actions that the authorities have taken. Section III outlines the main obstacles to resolving NPLs. Section IV discusses some recommendations for tackling the NPL problem. Section V concludes.
II. THE NATURE OF THE PROBLEM

A. Distribution of NPLs by Size, Region, and Sectors
The NPL problem in Italy has several features that need to be considered when devising a potential solution (Figure 3) . In terms of the total value of bad debt (impaired loans), more than 75 percent relates to loans above €250,000. However, in terms of the total number of borrowers, about 75 percent of bad debt relates to loans of less than €75,000.
About three quarters of bad debt are related to the corporate sector. Since the corporate sector in Italy comprises mostly small and medium sized companies (often with less than 10 employees), this may explain the prevalence of small loans noted above. 5 The service sector and less technology-intensive sectors are most affected.
The problem has a pronounced regional dimension. Looking at all types of NPLs and all sectors of economic activity, there appears to be a north-south divide, especially in terms of bad loans to the corporate sector. While in early 2009, most regions had bad debt (sofferenze) ratios below 10 percent, by end 2014, most central and southern Italy regions saw their bad debt ratios increase above 20 percent.
Bank credit is to a large extent collateralized. While provisions stood at an average of 45.4 percent for total NPLs and 58.7 percent for bad loans as of December 2015, loans are also backed by collateral and guarantees, although court times to access them are very long. The authorities estimate that the real estate collateral and personal guarantees against bad loans amounted to €87bn and €37bn respectively at end-2015.
B. Distribution of NPLs across Banks
Large banks hold the lion's share of NPLs, but NPL ratios are high across all types of banks suggesting a system-wide problem (Figure 4) . Specifically, the following patterns emerge from the data: most banks have NPL ratios between 15 and 20 percent, though there are a few banks (especially smaller ones) that face extremely high NPL ratios. There is no clear correlation between NPL ratios (in percent of total loans) and bank size. As of December 2014, the five largest banks in Italy accounted for two-thirds of total bad debt and NPLs. However, large cooperative banks (banche popolari) faced the highest NPL ratios with the lowest coverage ratio at end-2014. 6 This is consistent with the findings from the IMF's 2013 Financial Sector Assessment Program. Using a dynamic panel regression, we differentiate between bank-specific and macroeconomic factors. The econometric methodology follows Klein (2013) , who investigates NPLs in Central, Eastern and South-Eastern Europe. More specifically, we run fixed effects and Generalized Method of Moments (GMM) regressions of NPLs (problem loans in percent of total gross loans) on various macroeconomic variables common to all banks (lagged inflation, NEER percentage change, lagged real GDP growth, lagged percentage change in house and stock prices), as well as bank-specific variables (lagged equity/assets ratio, lagged ROE, lagged loan growth and lagged Tier 1 ratio). 7 We include both bank-specific and macroeconomic variables since the past literature suggests that both have played a role in NPL buildup in other countries (Klein, 2013) . 8 To have data for a number of years, we use SnL data for 62 banks for which comprehensive time series data since 2005 are available. To check the robustness of the results, we also perform the same regression with the larger sample of banks for which SnL provides summary data. The results are shown in Annex A.
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The analysis suggests that both bank-level and macroeconomic factors have affected banks' asset quality. Lower profitability in the past is associated with higher NPL levels.
10 And higher lending in the past-measured by (lagged) loan growth-is related with higher NPLs, indicating that faster loan book expansion on average results in worse asset quality. A number of macroeconomic variables are significant as well. For instance, lower growth, exchange rate appreciations, and falling house prices are significantly associated with higher NPLs.
11 Overall, the results show that the recession, which was of exceptional duration and intensity, had a profound impact on banks' asset quality, which was exacerbated by bank-specific factors. The firming up of the ongoing incipient recovery might help banks to reduce NPLs faster, as suggested by the recent stabilization in NPLs. However, given the moderate growth and inflation outlook, additional measures are likely to be needed. In turn, corporate sector default risk has been driven mostly by the interest rate environment and real activity. A macro-financial dynamic state space model (DSSM), which is described in Box 1, illustrates how the dynamics have changed over the past few years ( Figure 6 ).
The estimates suggest that (1) further output losses would fuel credit risk considerably more than in the past; and (2) higher interest rates would now have a much more substantial impact on corporates than in the past. Similarly, increases in interest rates would negatively impact the market value of banks' holdings of Italian sovereign assets, as the volume of sovereign bonds in banks' books has risen substantially. 
Box 1. Modeling Elasticities Dynamically Using State Space Models
Dynamic State Space models (DSSM) allow modeling nonlinearities in the functional relationship between variables, and describing explicitly structural changes over time. This is an important property as the influence of different macrofinancial factors on credit risk typically changes during periods of financial distress ("correlation breakdown"). Second, the measurement of credit risk variables generally tends to be rather blurred, and it is unlikely that the default or default probability time-series at hand can give the true risk. The DSSMs helps push imprecise measurements toward the true values, thereby increasing precision.
A regression with time-varying coefficients can be represented by
Alternatively, the State Space form can be chosen The dynamic coefficients can be estimated using the Kalman Filter, a set of recursion equations determining, conditional on the information available at time t, optimal estimates of the state vector.
The estimation is performed recursively:
______________________________
1 Since > 0, the state space model also includes the correlation patterns between the variables in .
2 The signal-to-noise ratio indicates how adaptive the coefficients are.
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E. Authorities' Actions
The authorities have taken a number of measures to address the NPL problem. These include the following:
 In March 2015, both houses of parliament approved a decree to reform the governance of cooperative banks that had scored weakly in the FSAP. The reform removes key structural inefficiencies such as one vote per head and limitations on the size of individual shareholdings. The reforms are aimed at promoting consolidation and balance sheet cleanup, and improving profitability.
 In April 2015, a protocol of intent was signed by the Ministry of Economy and Finance and ACRI (the association of foundations) to foster the self-reform of the banking foundations. Foundations have committed among other things to adopt appropriate portfolio diversification to limit risk concentration and their participation in the capital of banks. Notes:
The chart on the left shows the true elasticities of corporate default risk's key drivers resulting from a dynamic State Space model (DSSM). Unemployment is the share of potential workforce that is not employed, STIR is the change in short-term interest rates, GDPreal is the yoy change in real GDP growth, and GovConsumption.Exp is the change in government consumption expenditure. The chart on the right shows the build-up of sovereign exposure and Italian banks' reliance on ECB liquidity. Lags are given in quarters.  In August 2015, the Italian government enacted a decree law containing measures that help banks offload NPLs. 13 The decree includes a number of measures, including (1) improving the insolvency law to shorten the duration of procedures and increase both the survival of distressed enterprises and the creditors' recovery; (2) accelerating the fiscal deductibility of provisions by allowing banks to deduct loan losses from their tax bill within a year instead of five; (3) changes in civil procedures to strengthen debt enforcement; and (4) reforms to civil justice, including streamlined enforcement procedures, increased use of electronic processes and an increase in staff (through hiring from other administration areas).
 In November 2015, the authorities resolved four small banks (Box 2).
 In late January 2016, the Italian authorities agreed with the EC on a mechanism called GACS to securitize and guarantee NPLs (Box 3). The agreement appears to have put to rest for now the long-running discussion with the EC on setting up an asset management company (AMC), owing to EU state aid concerns.
 In February 2016, the Italian government approved a reform of small mutual banks, pushing them to consolidate under joint-stock (holding) companies with at least €1 billion in equity, in a bid to strengthen the fragmented local banking sector. The hope is this will create a single group in the next 18 months, the deadline for mutual banks to implement the reform.
 In April 2016, Italy's largest banks together with nonbank financial institutions and banking foundations, created a fund called Atlante (Box 3) that, so far, has raised €4.25 billion. The aim was to backstop capital increases of banks and purchase non-investment grade tranches of NPL securitizations (so as to reduce the gap between the prices that banks want to sell at and those sought by investors).
 In May 2016, a decree-law introduced out-of-court enforcement mechanisms for commercial lending relationships secured by immovable collateral; a new framework for non-possessory security interests over movable assets; a registry of enforcement and insolvency procedures; and other improvements to enforcement and insolvency procedures.
In addition, the Bank of Italy has also recently launched a new periodic survey to gather detailed information on the stock of bad debts, the related collateral and guarantees, and recovery procedures.
Box 2. The 2015 Resolution of Four Lending Institutions
On November 22, 2015, the Bank of Italy (BoI) and the Italian government announced plans to resolve four small Italian credit institutions (Banca delle Marche, Banca dell'Etruria e del Lazio, Cassa di Risparmio di Chieti, and Cassa di Risparmio di Ferrara). The total market share of these banks comes to about 1 percent of system-wide deposits. They had been under BoI's extraordinary administration. The total rescue cost amounted to €3.6 bn.
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The resolution was consistent with the EU Bank Restructuring and Resolution Directive (BRRD), which was transposed into Italian law on November, 16 2016. 2 However, the bail-in tool of the BRRD, which requires bailin of 8 percent of eligible liabilities, became mandatory only by January 1, 2016. To make the case for a resolution (and not a liquidation), the authorities argued that the four banks play an important regional role and that it was important to fully protect household and firms' deposits.
The solution, which had to be compliant with EU state aid rules and did not involve public funds, consisted of the following elements:
 Bail-in of equity and subordinated debt: €798 mn losses were imposed on junior bondholders, of which around half were held by retail investors.
 Each of the four banks was split into "good or bridge banks"-which took over all assets except bad debts (sofferenze) and all liabilities except those bailed in-and a "bad bank" containing bad debt.
 A single bad bank was created to take on the bad loan assets of all four banks. Bad loans were written down to €1.5 bn from an original balance-sheet value of €8.5 bn, or a valuation of 17½ percent. They will either be sold on the private market or managed directly to recoup the greatest amount possible with the proceeds going to the Resolution Fund.
 The Resolution Fund's financial outlays of €3.6 bn were distributed as follows:
o €1.8 bn was injected into the "good banks" to arrive at a target CET1 ratio of 9 percent.
o €1.7 bn was used to write down most of the banks' bad debt, and set up the bad bank.
o €140 mn was used to form the minimum capital for the bad bank.
 The cost of the rescue was borne by the Resolution Fund. The liquidity required for the rescue was advanced by three major banks (Intesa, Unicredit, and UBI).
 The good banks kept the original brand name, adding the suffix "Nuova." The banks will temporarily be administered by BoI, and the bridge banks are to be sold quickly, in a transparent and nondiscriminatory manner, to the highest bidder. The proceeds of the sales would be retained by the Resolution Fund.
Following the rescue and the bail-in, there was a large public uproar related to the bail in of junior bonds held by retail investors. The banks therefore voluntarily set up a fund that will be attached to the national deposit insurance scheme to compensate a large number of retail investors of the four banks that were bailed in. Since this fund is based on voluntary contributions by banks, it does not constitute state aid.
_________________________________
Box 3. Public Guarantees and Backstop Fund
The Italian authorities recently launched or supported two initiatives to support banking system stability. Garanzia Cartolarizzazione Sofferenze (GACS) is a mechanism to guarantee investment-grade NPL securitization transactions. The investment fund Atlante is aimed at backstopping the capital issuance of smaller (distressed) banks and, possibly, buying junior tranches of NPL securitization transactions.
GACS
In January 2016, the Italian authorities agreed with the EC on a mechanism that provides government guarantees for the securitization of bad loans. It takes the form of multiple special purpose vehicles (SPVs), one for each participating banks. The scheme would focus only on sofferenze loans (bad loans), and exclude other impaired exposures such as past due loans and loans classified as "unlikely to pay." Banks can set up SPVs to move their bad loans at market values, which would then be securitized. Furthermore, banks can choose to buy public guarantees for the investment-grade rated senior tranches, and sell them in the retail market. Owing to the specific risk-return profile, equity and junior notes, on the other hand, are expected to be attractive to private investors and hedge funds in particular. The public guarantee would be priced at market terms, based on credit default swaps on Italian issuers with similar risk profiles to the loans in question. The price of the guarantee increases over time, creating an incentive to accelerate NPL recovery (first three years based on three-year CDS, third until fifth year on five-year CDS and after five years based on sever-year CDS). Since the guarantees are priced at market terms based on expected losses, they do not qualify as public support subject to EC approval under EU State aid regulations. The full impact of the agreed mechanism is unclear at this moment, but market participants expect it to have a positive albeit modest impact as the transfer price for securitizing NPLs with government guarantees via GACS does not seem sufficient to close the 15-20 basis points pricing gap. GACS is widely expected to close this gap by around 2-3 percentage points.
Atlante
Atlante is being funded by the largest Italian banks, nonbank financial institutions and banking foundations, with an 8 percent minority stake held by the largely publicly-owned Cassa Depositi e Prestiti (CDP). The fund is to act as a backstop facility for ongoing banks' capital increases, and designed as a buyer of last resort as it can buy non-investment grade tranches of NPL securitization transactions. The fund can also invest in real estate assets. By April 29, 2016 Atlas managed to collect €4.25 billion, of which UniCredit SpA and Intesa Sanpaolo Spa each would take a €1 billion stake in the fund. Atlante provided €1.5 billion for the capital increase of Banca Popolare di Vicenza, which had previously been guaranteed solely by UniCredit SpA. It will do the same for Veneto Banca to the tune of €1 billion. The regulatory treatment of banks' equity investments in Atlante, i.e., whether the amount invested will have to be deducted from regulatory capital, is yet to be determined by the ECB and national authorities, however. If the contributions to Atlante were deducted from regulatory capital, it would leave funding banks with a smaller capital buffer in excess of its prudential capital requirement.
III. OBSTACLES TO NPL RESOLUTION
A. Economic Factors
Uncertainties in recovery values can result in substantial gaps between book and market values, creating disincentives for banks to write-off NPLs. Reducing such uncertainties requires more conservative approaches to provisioning. A thin market for NPLs introduces a liquidity premium, which can result in heavily discounted transfer prices upon sale. 14 Weak profitability and, for a number of banks, low capital buffers provide only limited space for balance sheet clean up. NPLs weigh heavily on bank profitability (Figure 7 ) and the already thin profit margins make it difficult for banks to digest additional loan loss impairments or sell portfolios in an illiquid market (see also Jobst and Weber, forthcoming). Relationship lending has played an important role and could also be hindering swifter progress on NPLs. It is an important element of many cooperative and regional banks, and has arguably helped many embattled nonfinancial corporations survive the deep recession suffered by the Italian economy. At the same time, related-party lending has likely contributed to the build-up of problem loans in medium-sized and small credit institutions, which was one of the reasons behind the recent reforms of the cooperative banks. It also makes it more difficult to resolve NPLs.
The previous tax treatment penalized Italian banks that tackled problem loans more aggressively. Until the 2013 reform, write-offs were only tax deductible in the state of insolvency. Tax deductibility of loan-loss provisions from taxable income was limited to 0.3 percent of outstanding loans, with the remaining part treated as a deferred tax asset (DTA). DTAs were deductable from taxable revenues over a period of 18 years. 15 This cap constituted a clear disincentive to provisioning. Since 2013, provisions and write-offs can be deducted in equal installments over five years, and with a higher tax rate. While this approach is still more cash flows from NPLs (banks adopting the IAS/IFRS international accounting principles instead use the original effective interest rate on the assets, which is usually much lower) and results in a lower NPL price. Banks, as required by international accounting principles, include the indirect costs of managing NPLs in their financial statement of the year in which they are incurred, whereas potential acquirers deduct them immediately from the value, thus reducing the purchase price.
15 This has also contributed to the build-up of Deferred Tax Assets (DTAs) in Italian banks, as remaining provisions could be deducted in equal installments over a period of 18 years (and at a lower net present value). restrictive than in other countries, incentives for accelerated write-off have increased. 16 As of end-2014, DTAs not deducted from capital amounted to €43 bn. As of August 2015, write-offs are now immediately tax deductible.
In the past, insufficient guidance on accounting under IFRS led to slow NPL write-offs. IAS 39 does not define when and how defaulted loans are to be written off. Since the current accounting regime under IFRS does not include clear write-off rules, banks (including Italian credit institutions) apply a de-recognition rule (loan cancellation). This practice, however, was supposed to be applied only under certain conditions (like asset transfer or if a bank no longer tries to collect the overdue amounts), and not as a general practice.
Smaller banks have limited experience and capacity to deal with NPLs. While the largest Italian banks have been able to dispose of NPLs, invest in internal NPL management, and set up decentralized AMCs, the medium and small-sized banks have struggled to bring down NPLs.
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These banks lack risk management capacity, NPL management experience, and access to distressed debt markets.
The sectoral composition of NPLs makes the problem more difficult. Unlike in other countries, where NPLs were concentrated in the real estate sector and therefore were relatively easy to value, Italian NPLs are mostly commercial including a large number of micro and small enterprises, and are very heterogeneous.
B. Legal Factors
From a legal point of view, there are two main methods that are generally used to deal with nonperforming loans: the contractual method (either by renegotiating loans or by selling them) and the enforcement method (which can be implemented by individual enforcement, as in mortgage foreclosure, or by collective enforcement, as in an insolvency process). Although these two main methods may seem independent, the enforcement method has an important influence on the feasibility and effectiveness of the contractual method. The more effective enforcement is, the more effective the contractual methods to deal with NPLs will be. In other words, effective enforcement mechanisms incentivize the development of a market for NPLs, as the value and attractiveness of NPLs increases.
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The Italian insolvency regime is characterized by its high complexity, providing multiple procedures and debt restructuring tools that appear to lack coordination and a unified vision (see Garrido 2016) . The system is divided between a generally applicable insolvency regime, and special regimes that apply to large enterprises, small enterprises and individuals, and enterprises subject to special supervisory regimes. Even within the general regime, there are a number of procedural avenues and options whose interplay and coordination is not always clear. Procedural complexity could be an explaining factor of the high litigiousness, and it is also likely that it assists debtors in implementing delaying strategies.
The bulk of distressed enterprises in Italy can use different debt restructuring procedures, formal reorganization, and liquidation. 19 However, there are significant disincentives for the use of some of the mechanisms: the procedures for informal or hybrid debt restructuring (piani di risanamento and accordi di ristrutturazione) do not offer enough flexibility, as their goal is often to achieve full payment to creditors. 20 The rigidity of debt restructuring mechanisms and the inability to bind dissenting creditors result in a loss of efficiency of debt restructuring procedures. In contrast, formal insolvency procedures (concordato preventivo and fallimento) can bind minority creditors and allow for more flexible solutions, although a recent reform has included a limit to the haircut unsecured creditors may have to accept in certain plans. Informal debt restructuring agreements cannot be easily transformed into formal reorganization plans in the current system. In addition, there are obstacles to adopting advanced restructuring solutions, such as debt/equity swaps, because of shareholders' interference and the respect of shareholders' preemption rights. The 2015 reform has sought to address this problem by giving the courts the power to appoint a special administrator replacing the debtor's management, but the law has not removed the powers of the shareholders' meeting to decide on the company's capital structure.
The number of insolvency cases has increased substantially since the onset of the crisis. In 2014, enterprise bankruptcies surpassed 15,000 cases (+10.7 percent in comparison with 2013) (Figure 8 ). It is estimated that more than 82,000 enterprises have been liquidated in insolvency processes since 2008, with an associated loss of about a million jobs (Cerved 2015) . By contrast, enterprise reorganizations declined by 20 percent in 2014 (Figure 9) . 21 For 2015, the figures show a stabilization in the number of enterprise insolvencies (at 14,700 cases) and a further reduction in reorganizations.
Insolvency procedures have suffered long delays. According to statistics furnished by the Italian Ministry of Justice, liquidations have on average lasted more than eight years, with preferential and unsecured creditors recovering 29 and 6 percent of claims, respectively.
Apart from the general inefficiency of civil courts, specific bottlenecks in insolvency procedures have contributed to the delays. These bottlenecks can be attributed to litigation within the insolvency process, and especially appeals, and also to difficulties in the collection and sale of assets.
Insolvency cases tend to be initiated too late, limiting the possibilities of recovery. Various incentives have been introduced for debtor companies to initiate debt restructuring at an earlier point in time, such as the possibility that management remains in control during reorganization (concordato preventivo). However, disincentives that would push directors to seek adequate restructuring solutions do not seem to be working effectively.
The Italian authorities have as a matter of priority introduced changes to their insolvency and enforcement framework. A series of measures designed to tackle the NPL problem was included in the Decree-law of June 27, 2015, converted by Parliament into a Law on August 6, 2015. 22 The Decree-Law and the Law included numerous measures, most of which relate to insolvency law and civil procedure. 23 Insolvency reforms incorporate changes to the regulation of interim finance, the introduction of competing reorganization plans and competing bids in the sale of businesses, strict deadlines for liquidations, and a new modality of debt restructuring agreement for financial claims. Other reforms have sought to reduce the length of enforcement procedures, improving the criteria for accepting bids, facilitating payment in auctions and the assignment of property to creditors. The use of information technology for the 22 See Decree-Law of June 27, 2015 (n. 83) and Law of August 6, 2015 (n. 132) . 23 For an analysis of the positive impact of the reforms, see Marcucci, Pischedda, and Profeta (2015) . search of assets belonging to the debtor and the introduction of an electronic portal for sales also represent significant developments.
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The latest reform has focused on the improvement of the enforcement of secured credit. The decree-law of May 5, 2016 has introduced out-of-court enforcement for secured credit in commercial credit relationships. This mechanism affects immovable collateral and is based on the technique of the conditional transmission of ownership ("patto marziano"). This is, undoubtedly, an extremely significant reform in creditor rights, which can signal a turning point, especially for the flow of NPLs. In addition, the decree-law has reformed the law on secured transactions for enterprise assets, although several implementation actions will be required to make the new system operational.
The reforms have improved the quality of the legal framework, but there are important challenges in the institutional framework. The general problems affecting the civil justice system are especially relevant in the area of insolvency and creditor rights. The judiciary is overburdened and lacks specialization in debt enforcement, restructuring and insolvency. The enterprise courts (tribunali delle imprese, created in 2012) do not have competences on insolvency matters. Instead, insolvency cases are adjudicated by the sections of the civil courts, preventing specialization in the smaller districts. In addition, there are no specific qualifications for insolvency administrators, and their professionalization is limited. The expertise of administrators is focused on liquidation rather than in the reorganization of enterprises.
IV. OPTIONS FOR BRINGING DOWN NPLS
The size and prevalence of NPLs call for a comprehensive and rapidly deployed strategy. This section first presents some further preliminary recommendations to reduce the stock and decelerate the flow of NPLs. In a nutshell, this may involve a "stick-and-carrot" approach, with banks facing strong disincentives/incentives for keeping/removing NPLs from their balance sheets. The second part of the section will look at further legal recommendations to improve systematically the conditions for corporate debt enforcement, debt restructuring, and insolvency.
A. Recommendations for Reducing NPLs
Below are a number of further elements of a comprehensive strategy that could usefully be considered to ensure NPLs are resolved decisively over the medium term.
 Resolving any remaining uncertainty about Italian banks' asset quality and capital buffers. Applying a common asset classification system, the ECB's 2014 Comprehensive Assessment revealed sizeable provisioning gaps among the 15 participating banks (which were filled during 2015). However, uncertainty remains, at least concerning the rest of the Italian banking system, despite a notable increase in provisioning ratios. Since January 2015, a new asset classification framework harmonized on the EU level (which is in line with earlier supervisory policy on provisioning) has become effective and is applicable to all banks operating in Italy. While applying this standard should be complemented with on-site inspections to ensure smaller banks are accurately classifying and valuing loan assets, importantly, subjecting banks that are not under the supervision of the Single Supervisory Mechanism (SSM) to a process of capital assessment following an asset quality review would clarify uncertainty, with follow-up actions in line with regulatory requirements.
 Banks' ability to deal with NPLs. Banks should be required to maintain comprehensive NPL strategies with ambitious targets to reduce NPLs over the medium term, including a separation of NPLs from 'business as usual' credit management, requiring one member of the executive committee and board of directors to be responsible for the banks' NPL strategy, and development of a comprehensive suite of loan restructuring tools (e.g., as in Greece and Ireland). Consideration should also be given to more comprehensive NPL reporting frameworks 25 that require banks with high NPL levels to report on a frequent basis; a code of conduct to specify the terms of debtor engagement (e.g., as in Cyprus, Greece, Ireland, and Spain); guidance on banks' approaches to loan provisioning (e.g., as in Cyprus and Ireland); require that loans owned/managed by nonbanks are subject to the same borrower protection through introducing a licensing/regulation regime for nonbanks (e.g., as in Greece and Ireland); and develop debt restructuring principles for multilateral workouts (e.g., as in Austria and Slovenia).
 Strengthened supervision. As NPL management is highly specialized, dedicated expert teams of supervisors could critically review banks' NPL strategies, provide comprehensive feedback on their implementation, and require urgent mitigation in areas where shortfalls are identified. Supervision should strictly enforce banks' compliance with existing and future rules and guidance, including the issuance of further guidance on and regulation of NPL management in banks. 26 Forthcoming IFRS 9 will include a clear definition of write-off.
can help improve cross-country comparability, increase transparency, and reduce forbearance going forward.
 Strong incentives for removing in a timely manner bad debt from balance sheets. Consideration could be given to time-bound tax incentives to encourage accelerated workouts and remove bad debt and real estate assets from balance sheets. Supervision and, more specifically, asset classification, should ensure that the potential for ever-greening and misreporting is minimized.
 Further development of the Italian market for restructuring NPLs. Involving outside investors that work together with the banks on corporate restructuring, or directly purchase NPLs, can be seen as a regular tool in the management of NPLs. The transfer of NPLs would relieve banks from the burden of debt collection and foreclosure, and quicker resolution can help conserve recovery values, facilitate debt restructuring and debt/equity conversions, inject capital into firms, and clean-up Italy's corporate sector.
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 Intra-segmental cooperation to help smaller banks improve their NPL management infrastructure. As discussed in Section III, smaller banks appear to have insufficient risk and NPL management capacity and limited (or no access) to distressed debt markets. 29 To reduce the stock of NPLs, banks in the same segment of the banking system (e.g., banche popolari) could cooperate in cleaning up balance sheets. One possibility is to establish a corporate restructuring vehicle (CRV) within a bank segment, aimed at managing NPLs and orderly corporate restructuring. Such a vehicle could be owned by the banks but managed independently, in order to facilitate the design of appropriate incentive schemes, as well as the build-up of NPL management capacity within the segment.
 Asset Management Companies (AMCs) can in principle play a useful role in developing a distressed debt market, in particular in the case of a system-wide NPL problem. Centralized, state-backed AMCs can help kick-start a distressed debt market, 30 and be a useful complement, not a substitute, to the economic incentives, supervisory disincentives, and legal changes outlined above. Decisive NPL resolution can be achieved through setting uniform market standards for pricing distressed assets, conducting regular auctions to facilitate price discovery, and publishing data that facilitates the price discovery, including, for instance, payment history, default rates, and collateral values. However, the authorities appear to have put to rest for now any discussion of AMCs, given not only EU state aid 28 See also Jassaud and Kang (2015) ; IMF Global Financial Stability Report April 2015. concerns but also that uncertainty related to any possible AMC was impacting on banks' plans to progress with NPL resolution.
B. Recommendations for Legal Reform
The recent revisions to the insolvency and enforcement framework represent positive changes and should over time create better conditions for the efficient resolution of NPLs. A systematic revision of recent reforms and additional efforts to strengthen the institutional framework of the insolvency and enforcement system are crucial. The improvements in the legal environment more generally would have positive effects on all methods to resolve nonperforming loans, including through their sale and securitization.
There are a number of legal issues that need to be addressed. The establishment of a special Commission with a mandate to revise the insolvency framework as a whole (Commissione Rordorf, January 2015) 31 has represented a good opportunity to rationalize the system and address the broad legal issues that complicate the resolution of NPLs in Italy through the insolvency system (see Garrido, 2016) . The Commission presented its report and legislative proposals on January 2016. 32 The Italian Government decided to submit to Parliament a proposal of a legislative delegation along the lines suggested by the Commission (February 10, 2016 ). There is a great degree of convergence between the analysis and proposals of the Commission and IMF recommendations.
 A rationalization and better integration of the different options available to enterprises in distress (informal, hybrid and formal insolvency procedures) would ensure that all these procedures work efficiently and seamlessly. Debt restructuring mechanisms work more effectively in a continuum with formal insolvency procedures (Garrido, 2012) .
 Insolvency procedures should be initiated at an earlier stage, increasing the recovery possibilities, by establishing adequate incentives and disincentives for debtors. The Rordorf Commission is aware of the importance of this "timing problem" in Italy and has recommended an approach based on an "alert procedure", fashioned after a similar procedure in the French system. This is an interesting approach that has not been followed in other countries, probably owing to the interventionist undertones of the procedure. 32 See the report of the Rordorf Commission and its legislative proposals (in Italian) at http://www.dirittobancario.it/news/fallimento-e-procedure-concorsuali/la-proposta-definitiva-della-commissionerordorf-la-riforma-delle-procedure-concorsuali.
Generally, the preferred approach to resolve the "timing problem" is to establish proper incentives and disincentives for the debtor and its creditors.
 The insolvency regime should also offer wider restructuring possibilities, including recapitalizations and debt/equity swaps without allowing shareholders to interfere with these solutions. The changes introduced by the Decree-Law of June 27, 2015 and the Law of August, 6, 2015 should be accompanied by a wider reflection of the role of individual shareholders, the shareholders' meeting and the debtor's directors in insolvency procedures.
 Creditor priorities may need to be revisited to increase the rate of return for unsecured creditors. A rationalization of creditor priorities in Italian law is long overdue. The proliferation of creditor priorities has resulted, over time, in an increasingly complex ranking of creditors, leaving little space for the satisfaction of unsecured creditors. Public creditors, in particular, have expanded their priority positions in recent reforms, whereas a revision of the ranking of claims would require public creditors, at least, to take a more constructive role in enterprise restructuring, possibly assisted by guidelines on public sector participation in insolvency processes. The Rordorf Commission has identified the revision of creditor priorities as an area in clear need of reform.
 Insolvency processes should be further streamlined, reducing appeals and opportunities for delay, while, at the same time, providing for adequate protection for all participants. This requires a careful consideration of the details of the procedures, and also the specialization of the judiciary and the reinforcement of court officials and insolvency administrators. Recent reforms have established firm deadlines, with consequences in case of noncompliance for the insolvency administrator. It remains to be seen whether this results in an acceleration of the insolvency process.
 The increased flexibility in the sale of assets should be effectively implemented. The Ministry of Justice has projected a national platform for insolvency and enforcement sales, with the possibility of delivering certificates to creditors corresponding to the projected value of their claims (Project "Common"). Creditors would be able to trade the certificates or to use them to bid for other assets for sale, instead of waiting for the conclusion of the liquidation to obtain satisfaction of their claims. This is an innovative project that deserves serious study and consideration.
 A broader reform could also include a simplified debt restructuring mechanism for SMEs, preferably a hybrid framework (Bergthaler and others, 2015) , based on a triage approach establishing the viability of SMEs according to basic objective indicators. A specific set of debt restructuring principles could address the situation of over-indebted SMEs, introducing clear guidance and criteria for debt restructuring decisions.
 Further reforms to increase the efficiency of individual enforcement procedures would reinforce the positive effects of insolvency reforms. Continuous reform of court procedures, the introduction of electronic processes and the extension of best practices in court management to courts across the whole country represent important measures for the general improvement of the system.
 The legal environment of credit can greatly benefit from reforms of the law of secured transactions. Changes in this area will improve the possibility of creating security interests over movable assets, with corresponding reforms of the registration systems (Box 4). The recent reform of secured transactions still requires work on numerous technical questions that need to be addressed for the implementation of an effective secured transactions system.
 The institutional framework for insolvency and creditor rights remains a substantial challenge. The program of judicial reforms, especially focused on civil justice, should continue. Further special measures to address the backlog at the courts seem necessary. These could include further specialization of judges in commercial matters, especially in debt enforcement, restructuring and insolvency. While in smaller districts, the de facto specialization of judges would not be possible, courts in larger towns would benefit from having civil judges specialize in insolvency matters. The proposals of the Rordorf Commission are aligned with the goal of increasing the specialization of the courts in insolvency matters. Strengthening the enterprise courts and increasing their competences is the most promising option. In addition, the regime of insolvency administrators should be reinforced to improve the quality of debt restructuring solutions for distressed enterprises.
Legal reforms are more effective in reducing the flow of NPLs than in dealing with the existing stock. The reason is that some of the most important reforms, such as out-of-court enforcement of secured credit, do not affect existing credit relationships. For the current NPL stock, legal reforms should be combined with a more intensive use of informal debt restructuring. Workout practice would benefit from the adoption of debt restructuring principles by the financial sector (in line with the "London Approach," or the INSOL Principles).
Box 4. The Importance of Efficient Secured Transaction Laws
Security rights provide certainty for creditors and increase access to finance. The importance of the secured transactions system has been highlighted by legal and economic experts, and has given rise to detailed best practice recommendations (UNCITRAL, 2007) . The possibility of using different types of collateral creates opportunities for more efficient financing arrangements. This is the case with the creation of security interests over movable collateral: there are important differences in the flexibility and efficiency of secured transactions over movable assets. These affect the availability of credit for enterprises, particularly SMEs.
The use of movable collateral in the context of entrepreneurial activities requires a high degree of flexibility in the creation of security interests. These should cover not only specific assets, such as machinery, but also categories of assets, such as inventory, equipment and accounts receivable, without the need to specify each and every asset covered by the security interest. The main reason is that these security interests should allow the debtor to remain in possession of the assets. This implies that the debtor will be able to use the assets, and even, with respect to inventory, to sell the assets in the ordinary course of business. Dispossession of the debtor is not necessary because these security interests are recorded in public registries. Registries are "notice based": they merely provide notice to the public of the creation of the security interest. Registries are computerized and allow for interaction with other registries and databases.
Priority of the security interest is another crucial element in the design of the legal framework. The protection of the borrowers' interests, and the corresponding positive effects for borrowers, require that the position of the secured creditor be granted a priority status. Registration establishes the point in time when the lender acquires his priority rights versus other creditors and third parties.
Finally, an efficient secured transactions system requires swift enforcement of the secured claim. In the case of movable collateral, the speed in enforcement of the secured claim is critical because the depreciation of assets is fast. Enforcement mechanisms may include summary judicial procedures or out-of-court enforcement. The possibility of using fiduciary contracts can be understood in this context as one way of improving the enforcement of security interests over movable collateral without having to resort to the court system.
The economic importance of efficient secured transactions laws has been emphasized in the economic literature. According to recent research, loan-to-values of loans collateralized with movable assets are on average 21 percentage points higher in countries with strong collateral laws relative to immovable assets. Further, stronger collateral laws tilt collateral composition away from immovable to movable assets (Calomiris and others, 2015) . In terms of their effect on NPLs, secured transactions reforms do not reduce the stock of NPLs, but can reduce significantly the flow of new NPLs in the banking system.
V. CONCLUSIONS
NPLs in Italy have reached high levels, hindering the recovery. Cleaning up banks' balance sheets is crucial to encourage credit growth, especially to SMEs that are more reliant on bank financing. Resolving impaired loans would also help facilitate restructuring or resolution of distressed SMEs.
The purpose of this paper is two-fold: diagnose the nature and extent of the NPL problem in Italy, and provide a comprehensive strategy for NPL resolution. Our main findings are as follows:
 The NPL problem in Italy has several specific features that need to be taken into account when devising a potential solution, including a pronounced regional dimension and concentration of NPLs in the corporate sector. Large banks hold the lion's share of NPLs, but NPL ratios are high across all types of banks suggesting a system-wide problem.
 Dynamic bank-by-bank panel regressions suggest that lower profitability and faster loan book expansion on average have resulted in worse asset quality. A number of macroeconomic conditions including lower growth, exchange rate appreciations, and falling house prices are also significantly associated with higher NPLs.
 The prolonged recession led to higher default risks in corporates and banks. A dynamic macrofinancial State Space model illustrates how the dynamics have changed over the past few years. The estimates suggest that (1) further output losses would fuel credit risk considerably more than in the past; and (2) higher interest rates would now have a much more substantial impact on corporates than in the past.
 The size and prevalence of NPLs call for a comprehensive strategy including economic, supervisory, and legal measures. The Italian authorities have implemented a number of reforms in recent years aimed at speeding up bankruptcy and foreclosure proceedings, fostering bank provisioning, easing NPLs' disposal and strengthening bank corporate governance. This paper argues that further actions, in the supervisory, legal, and economic areas, are needed to support these measures. 
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